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Independent Audits for Investors
By Roger Barton
“We have felt that in view of the very unsettled state of affairs, our stock
holders would feel more assured of the facts if such an audit was made by an
independent company, and we feel that it was of value to do so.”

So H. J. Mellum, secretary of Nash Motors Company, com
ments upon the fact that his company had independent audits
made of its accounts in 1931 and 1932. Another concern, the
Associated Gas and Electric Company, has had its accounts ex
amined by independent auditors since 1910. Prior to 1930, this
parent company felt that examinations by public service commis
sions in various states was sufficient check upon the financial
statements of its operating companies. However, a recent issue
of the Associated Magazine carries this statement:
“Since 1930, however, all operating subsidiaries of the Associated Gas and
Electric System have been audited by independent certified public accountants,
the management feeling that in times of economic distress its security holders
would feel better satisfied to have an independent check on the accuracy of
the accounts.”

In regard to its 1932 annual report, Cities Service Company makes
the following statement:
“Conforming to present trends in the direction of issuing statements certified
by public accountants, the 23rd annual report to stockholders of Cities Service
Company for the year 1932 . . . includes audited income accounts and balance
sheet. . . . The financial statements are the most complete ever issued by
the company.”

This policy on the part of these companies reflects the increas
ing attention given to independent auditing by investors, by asso
ciations such as the New York Stock Exchange and the Edison
Electric Institute, and by individual companies themselves.
Moreover, these companies are having not only their own ac
counts audited independently, but also the accounts of their
subsidiaries. It is not likely that companies which have been
moved by the exigencies of uncertain times to institute independ
ent audits will abandon the practice when most financial state
ments once again become reports of profits.
Of course, all companies which issue securities may be required
to employ independent audits according to reports of the proposed
national securities regulation bill. At the present writing various
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plans for requiring frequent reports under uniform accounting
systems are under consideration.
It is easy enough to understand such a desire on the part of
investors. The amazingly casual manner in which the finances of
Kreuger & Toll were conducted, and the disconcerting disclosures
made in the investigation of other companies which have crum
bled under the present economic stress, have left the investing
public with a natural desire for more careful checks on the financial
affairs of corporations.
Investors are probably aware that independent audits are no
nostrum for corporate financial ills, and that even accountants
may have different views on the same accounting problem.
They should realize, moreover, that audits are no substitutes for
old-fashioned Scotch caution, and that “caveat emptor” is not a
maxim to justify the seller so much as a rule to caution the buyer.
Even the best audits, the most complete and informative certifi
cates and pages of comments by public accountants are no sub
stitute for common sense. And, of course, there are many factors
which must be considered in judging the credit and success of an
enterprise other than mere figures of earnings included in a state
ment of financial condition, whether audited or otherwise.
However, these investors are also aware that a corporation’s
interpretation of its own annual report figures may not be the only
interpretation. It is the desire of investors to have information
as accurate and adequate as possible in case there is room for more
than one conclusion from these figures.
The New York Stock Exchange has announced that after July
1st of this year all corporations applying for the listing of their
securities must have independent audits made of their books. In
a recent letter to presidents of corporations, the exchange de
clares that public response to this ruling “indicates clearly that
independent audits are regarded by investors as a useful safe
guard.” The letter further declared:
“If, however, such a safeguard is to be really valuable and not illusory, it is
essential that audits should be adequate in scope and that responsibility as
sumed by the auditor should be defined. The exchange is desirous of securing
from companies whose securities are listed, and which now employ independent
auditors, information which will enable it to judge to what extent these essen
tials are assured by such audits.”

It is possible that more comprehensive rulings on audits may
follow the completion of this survey by the exchange.
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The demand for independent audits was recognized by the
Edison Electric Institute when it was formed to supersede the
National Electric Light Association. One of the requirements
which utility companies must meet to be entitled to membership
in the Institute is stated as follows:
“The company members shall from time to time and not less than annually
publish financial statements, including balance-sheets showing the gross and
net incomes, operating expenses and surplus gains, which statements shall be
certified by independent certified public accountants, who shall have audited
the books of the company.”

It is interesting to note that this demand for better reports has
been extended to include public finances. At a recent meeting,
the New York State Society of Certified Public Accountants re
solved to call upon President Roosevelt, Governor Lehman, and
other officials and bodies concerned, “the great desirability of the
publication of more informative, prompt, and frequent reports
relating to the public finances.” According to the society, govern
mental financial statements should be made “as clear and informa
tive as the statements developed by modern accounting systems
and employed by the most advanced industrial corporations.”
There is little doubt that if independent audit firms were allowed
to make comprehensive municipal audits, and set up simple, un
derstandable statements of the municipality’s business, these
would be of great assistance in securing presently desirable tax
reductions.
In view of the prevalent interest in independent audits, it is
interesting to ascertain the extent of this practice among Amer
ica’s great corporations. Of course, audits in the sense in which
they are used in current political and social discussion are not
confined to mere verification of assets and liabilities, income and
expenditures. They really have to do with independent verifica
tion of essential facts concerning particular activities, whether
public or private. While financial data are customarily furnished
by certified public accountants, there are also data which must be
supplied by statisticians. For example, the Audit Bureau of
Circulations certifies the circulation figures of newspapers and
magazines. In regard to municipal securities, important figures
like population and population growth can best be supplied
by census statistics. In regard to data on municipal bonds,
particularly revenue bonds, some data are susceptible of ordinary
factual verification, such as miles of water mains, use of water
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per capita, value of taxable property, and reasonableness of
assessments.
However, this study is primarily concerned with present corpo
ration practices. In an investigation made by the author of the
accounting practices of 83 of the country’s largest and most
representative concerns, it was found that 72 of these companies,
or 87 per cent., did have their accounts audited by outside audi
tors. In cases where these companies had subsidiaries, the ac
counts of these subsidiaries were also examined by independent
auditors. This percentage corresponds closely with the result of
a survey conducted by the New York State Society of Certified
Public Accountants of the 1931 annual reports of companies with
stocks listed on the New York Stock Exchange. This survey
showed that 83 per cent. of these annual reports were audited by
independent accountants.
This study also reveals that in most cases, independent audits
have been made for several years. Seventy companies which re
ported employing outside accountants, have had independent
audits for an average of eighteen years.
The letter which was sent these 83 companies asked the follow
ing questions:
1. At what date did you commence to have the books of your company
inspected by independent auditors?
2. Since what date have the various subsidiary companies been independ
ently audited?

Of the eleven companies which replied that they did not have
independent audits, six are railroads, two are banks, two are oil
companies, and one is a tobacco company. Some of these cases
deserve special comment.
It is not customary for railroads to use independent audits, be
cause of their regulation by the interstate commerce commission.
The commission prescribes all accounting classifications for inter
state carriers. The books of accounts and files are subject to
inspection, verification, or audit by the commission at its discre
tion. In addition to monthly and other reports, a comprehen
sive annual report is filed under oath by the carrier.
The question was put to Alexander Wylie, director of the bureau
of accounts of the interstate commerce commission, as to whether
this is an ideal procedure; whether it would not be desirable for the
railroads also to have their accounts examined by independent
auditors. Mr. Wylie replied:
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“In section 20 of the interstate commerce act, the commission in its regula
tion of commerce in the public interest, is empowered to prescribe a uniform
system of accounts for all carriers subject to the act, and to police their ac
counts through examinations, since no accounting regulation can be regarded as
self-enforceable. As the accounting force available under the appropriations
allowed the commission has other special duties to perform, it has not been
possible to make these examinations oftener than once in several years.”

Mr. Wylie’s suggestion for a better system of audits:
“In the interest of stockholders, it is my opinion that the British plan of
annual audits by accountants responsible to the stockholders and reporting to
them would be an ideal procedure.”

Apparently the banks also have felt that independent audits are
not required, inasmuch as banks come under the supervision of the
state or national governments. However, the system of com
pulsory independent audits practised by Canadian banks is said
to have helped Canadian people retain confidence in their finan
cial institutions during the banking crisis. This suggestion is
obtained from a discussion of the Canadian system by Andrew
Stewart, partner of Haskins & Sells, at a recent meeting of the
New York State Society of Certified Public Accountants. In out
lining the audit provisions of the Dominion banking laws, Mr.
Stewart told how these provisions call for the appointment by
shareholders of two auditors not belonging to the same firm. If
the same auditors are reappointed by stockholders, and serve two
years in succession, one has to be replaced by another independent
auditor. Annual and special statements to stockholders, certified
by independent auditors, are required. The Canadian plan
specifies the details of the assets and liabilities which must be
disclosed.
Perhaps, in view of their recent experience, banks will be more
liberal in the future in giving information to stockholders. The
recent action by James H. Perkins, chairman of the board of direc
tors of the National City Bank, in instituting a policy of prompt
and complete information to stockholders on all major develop
ments affecting the institution, is a move that may be followed
by other banks.
In response to a query as to how banks listed on the New York
Stock Exchange met requirements of the exchange in respect to
independent audits, J. M. B. Hoxsey, executive assistant on the
committee on stock list, replied that there are only five bank stocks
listed on the exchange, and these are very seldom quoted. He
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said that because of their supervision by the New York state de
partment of banking or by the national government, the exchange
has no requirements as to their being audited.
The question of independent audits of security affiliates of
banks has been obscured by the doubt cast over the future of these
affiliates themselves. The National City Bank has divorced its
security affiliate. Winthrop W. Aldrich, president of the Chase
National Bank, has proposed to shareholders the discontinuance
of securities distribution by the Chase Securities Corporation and
the liquidation of the latter’s wholly owned subsidiary, the Chase
Harris Forbes Corporation. Albert H. Wiggin, in his report to
shareholders of the Chase National Bank on January 10th, men
tioned that the Chase, since 1921, has invited and received
examination by the office of the comptroller of the currency
for its security affiliate, without legal compulsion. Mr. Wiggin
added:
“I would advocate amending the Glass bill so as to provide by law for ex
amination and regulation of all security affiliates of member banks, and I would
have power given to the federal reserve authorities to develop regulations and
a general code, to be authoritatively applied to such institutions—which, of
course, they could only do to their member institutions.”

According to J. B. Harvie, treasurer of the American Tobacco
Company, it has not generally been the practice among tobacco
corporations to rely upon outside accounting assistance, because
many of the problems that require professional auditing do not
exist in this business. He refers particularly to the question of
inventory, in which there is often room for serious errors. The
American Tobacco Company was one of the first of the larger
corporations in the United States to adopt scientific cost account
ing. In the accurate cost accounting procedure adopted by this
company, all materials are inventoried monthly, and the manu
facturing stock and revenue stamps are inventoried daily, as the
Federal internal revenue tax law requires. Mr. Harvie concludes:
“The company’s activities are many and widespread throughout the United
States, as well as abroad, and the delay incident to outside auditing would
seriously interfere with the company’s long-established, and we think efficient
monthly cost accounting system, which practically requires the equivalent of
twelve closings of its books during a single year, whereas many corporations by
their nature make such a procedure necessary but once a year.”

The Standard Oil Companies of New Jersey and of Indiana
reported that they did not employ independent audits. Direc
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tors of the Standard Oil Company of New Jersey have considered
the matter in relation to the requirements of the New York
Stock Exchange, but have been unable to make necessary ar
rangements, President Walter C. Teagle informed stockholders
at the annual meeting on June 6th. He said, “The only thing
the outside auditors could audit would be the consolidated
account. Their certificates would only represent the consolida
tion of all these accounts—the business is too big, too ramified,
and there are too many companies involved for us to have an
outside audit.”
Public utilities, especially holding companies, have a particu
larly good record in independent audits. Twenty-one companies
reported that they employed independent audits. Accounts of
subsidiary companies were also examined by outside accounting
firms. The utilities began to employ independent audits about
1914, although public utility commissions in the various states
have required that utility operating companies file periodic re
ports under oath. No doubt the fact that utilities have to do a
large volume of financing in order to obtain funds for construc
tion, and that therefore they have large numbers of stockholders,
has influenced them to use independent audits.
Here, again, it must be emphasized that audits can not prevent
improper or injudicious management, although they may help
remedy such situations. This is seen in the case of one of the
great utility systems which has succumbed to the depression, with
loss to thousands of investors. The accounts of this utility
system were audited regularly by two firms of independent ac
countants, and annual reports displayed the certificates of the two
firms. Both accountants and investors apparently accepted with
out serious objection most of the practices blamed as the funda
mental causes for the system’s financial trouble, although these
practices were shown in the reports.
For example, the practice of a utility holding company of desig
nating as security for short-term collateral loans its controlling
stock interests in subsidiary operating companies has already
brought substantial losses to public utility investors. When
stock values decline, and it is impossible to find additional collat
eral, the holding company loses its interest in the subsidiary
through foreclosure of the collateral stock it has pledged.
Moreover, the value of an independent audit, whether in a
public utility company or elsewhere, depends upon how independ
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ent the audits are. This is pointed out by Milo R. Maltbie,
chairman of the New York public service commission, who
writes :
“The value of independent audits depends, like a great many other things,
upon how independent the audits are and how thoroughly they are done. I
know instances where the president told the auditors what kind of report they
wanted to make, and they made it. Of course, such a report is worthless. I
also know instances (more numerous in England than in the United States)
where the auditors set forth the facts regardless of the officers of the corpora
tion who employed them.
“Auditors who are selected by officers are much less inclined to be inde
pendent than those selected by stockholders, which is the English plan. In
other words, the value of an ‘independent audit’ depends more upon the
standing of the auditors and the thoroughness of their investigation than upon
the fact that the auditors are not upon the regular staff of the utility which
they are investigating.”

In this connection, it would seem that the accounting profession
is on the threshold of a great opportunity for service in protecting
investors and in helping to restore confidence by meeting ade
quately their professional responsibilities.
The scope of the independent audit should be sufficiently broad
to make it a real protection. Restricted audits should be viewed
with suspicion. The ideal procedure is to make the audit public;
a mere certificate is reassuring, but a complete letter including
recommendations and qualifications of the public accountant is
informative as well.
It is evident from this all-too-cursory survey that the practice
of independent audits, which was becoming common among
America’s great corporations about a score of years ago, is being
given momentum by the events of the economic revolution which
we are experiencing.
The English plan of examination of accounts by auditors
selected by the stockholders and responsible to them has been
praised. It is a plan which has been suggested by separate
authorities as desirable for the railroads, the banks, and the
public utilities. It should not be surprising to see the practice of
independent audits in this country take such a development.
As the situation stands now, however, it is apparent that con
siderable credit is due America’s great corporations for their
voluntary and almost unanimous action (except in cases where
they come under government supervision) in adopting the prac
tice of independent audits.
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Note.—In cases where date when independent audit began is earlier than
organization date, companies have given dates when independent audits were
instituted by their predecessor companies.
Public Utilities

Independent

Company

Independent audits

audits began

organized

for subsidiaries

American Water Works & Electric Company..

1915

1914

Yes

Associated Gas & Electric Company..........

1910

1906

Yes

Columbia Gas & Electric Corporation........

1926

1926

Yes

Commonwealth Edison Company.............

1905

1901

—

Commonwealth & Southern Corporation.....

1929

1929

Yes

Connecticut Power Company..................

1924

1905

Yes

Consolidated Gas Company of N. Y...........

“Several years

1884

Yes

ago”

Consolidated

Gas

Electric

Light

&

Power

Company of Baltimore.......................

1910

1906

Yes

Detroit Edison Company.......................

1903

1903

Yes

Edison

Electric

Illuminating

Company

of

Boston.........................................

1893

1886

No Subsidiaries

Hartford Electric Light Company.............

1920

1881

No Subsidiaries

New England Power Association ..............

1926

1926

Yes

New York United Corporation .................

1929

1929

Yes

Niagara Hudson Power Corporation..........

1929

1929

Yes

North American Company.....................

1904

1890

Yes

Pacific Gas & Electric Company...............

1905

1905

Yes

Public Service Corporation of New Jersey....

1910

1903

Yes

Southern California Edison Company, Ltd.. ..

1909

1909

Yes

1929

Yes

Stone & Webster, Incorporated................ "Many years ago

with original
partnership ”

United Gas Improvement Company...........

1916

1882

Yes

United Light and Power Company............

1913

1923

Yes

Transportation

Independent

Company

Independent audits

audits began

organized

for subsidiaries

Atchison, Topeka & Santa Fe Railway Company

I. C. C.

1895

I. C. C.

Baltimore & Ohio Railroad Company.........

1899-1901 only

1827

1900, I. C. C.

I. C. C.
Canadian Pacific Railway Company..........

1908

1881

New York Central Railroad Company........

I. C. C.

1914

I. c. c.

Northern Pacific Railway Company..........

I. C. C.

1896

I. c. c.

Pennroad Corporation..........................

1931

1929

I. c. c.

Pennsylvania Railroad..........................

I. C. C.

1846

I. c. c.

Southern Pacific Company.....................

I. C. C.

1884

I. c. c.

United Aircraft & Transport Corporation.....

1929

1929

Yes

Automotive

Continental Motors Corporation...............

1911

1917

Yes

Ford Motor Company of Canada..............

1904

1904

Yes

General Motors Corporation ...................

1918

1916

Not stated

Nash Motors Company.........................

1931

1916

Yes

Packard Motor Car Company.................

1913

1909

Yes

Studebaker Corporation........................

1911

1911

Yes

Willys-Overland Company.....................

1912

1912

Yes

Metals
American Smelting & Refining Company.....

1912

1899

Yes

Anaconda Copper Mining Company..........

1903

1895

Not stated
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Independent

Company

audits began

organized

for subsidiaries

1905

1904

Yes

Bethlehem Steel Corporation...................

Independent audits

Calumet & Hecla Consolidated Copper Com1918

1923

Yes

International Nickel Company of Canada, Ltd.

1902

1902

Not stated

Nevada Consolidated Copper Company......

1908

1908

Yes

United States Steel Corporation...............

1901

1901

Yes

pany...........................................

Oils

Consolidated Oil Corporation

(formerly

Sin-

clair Consolidated Oil Corporation).........

1917

1932

Yes

Continental Oil Company................ .....

1920

1920

Yes

Phillips Petroleum Company............. .....

1917

1917

Yes

Standard Oil Company of Indiana...... .....

No independent

1889

Generally not

Standard Oil Company of New Jersey.. ......

No independent

1892

Generally not

1926

1926

Yes

Borden Company......................... .....

1910

1899

Yes

General Foods Corporation.............. .....

1919

1929

Yes

audit

audit
Tide Water Associated Oil Company.. . ......

Foods

National Dairy Products Corporation. . . ....

1923

1923

Yes

Standard Brands, Incorporated.......... .....

1929

1929

Yes

Swift & Co................................. .....

1913

1885

Yes

United Fruit Company................... .....

1919

1899

Yes

Chemicals

Commercial Solvents Corporation....... .....

1920

1920

Yes

E. I. du Pont de Nemours & Co......... .....

1910

1915

Yes

Texas Gulf Sulphur Company........... .....

1919

1909

Yes

Union Carbide and Carbon Corporation. .....

1921

1917

Yes

Communications

American Telephone & Telegraph Company ..

1880

1880

Two, others
under I. C. C.

International Telephone & Telegraph Corporation...................................... .....

Radio Corporation of America..........

.....

1920

1920

Yes

1919

1919

Yes

1901

Yes

Unclassified
American Locomotive Company........
American

Radiator

&

Standard

.....

1912

Sanitary

Corporation............................. .....

1929

1929

Yes

American Superpower Corporation...... .....

1923

1923

No subsidiaries

1890

No

American Tobacco Company............ ..... No independent

audit

Atlas Corporation......................... .....

1929

1929

Yes

Chase National Bank..................... .....

No independent

1877

No

audit
Curtiss-Wright Corporation.............. .....

1929

1929

Yes

Drug, Incorporated....................... .....

1928

1928

Yes

Eastman Kodak Company............... .....

1898

1901

Yes

General Electric Company............... .....

1898

1892

Yes

B. F. Goodrich Company................ .....

1912

1912

Yes

Goodyear Tire & Rubber Company. . . . .....

1910

1898

Guaranty Trust Company of New York. ....

No independent

1896

Yes

Not given

audit
International Harvester Company...... ......
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1907

1881

Yes
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Independent

Company

Independent audits

audits began

organized

for subsidiaries

Pullman Incorporated..........................

1927

1927

Yes

Sears, Roebuck & Co............................

1906

1906

—

Transamerica Corporation .....................

1929

1929

Yes

United States Rubber Company...............

1898

1892

Yes

Warner Bros. Pictures, Inc.....................

1923

1923

Yes

Westinghouse Electric & Mfg. Company.....

1907

1872

Yes
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